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The Funds Statement
As A Management
Tool
Forecast, Budget, and Feedback

By Robert T. Fahnestock

Managers tend to be well
schooled in the value of cash
budgets, cash forecasts, pro forma
financial statements, and ratio
analysis. Yet management rarely
realizes that one of the basic finan
cial statements — the funds state
ment — can provide a sound format
and vital information for applying
these analytical techniques. The
funds statement could prove to be
one of the most valuable planning
tools available to management.

In March of 1971 the Accounting
Principles Board required the funds
statement to be presented whenever
financial statements purporting to
present both financial position and
results of operations are issued.1
The objectives of the funds state
ment are twofold: (1) to summarize
the financing and investing activities
of the entity, and (2) to complete the
disclosure of changes in financial
position during the period.2 The
funds statement is capable of ac
complishing the above stated objec
tives since it is related to both the in
come statement and balance sheet
and provides information that can be
obtained only partially by interpret
ing them.3
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The Board asserted that informa
tion concerning the financing and
investing activities of the enterprise
and its changes in financial position
is essential for the economic deci
sions of owners and creditors.4
Likewise, the funds statement can
provide valuable information to and
for the non-owner manager. Informa
tion provided to and for the nonowner manager can be enhanced by
the Board’s recognition of the need
for flexibility in form, content, and
terminology of the statement to
satisfy its objectives under differing
circumstances.5
The purpose of this article is to
evaluate the funds statement, con
sidering its informational content
and flexibility, as a management
tool. The implications of the funds
statement in the areas of budgeting,
forecasting, and financial analysis
will be discussed in the text of the
article.

Content and Flexibility
The objectives of the funds state
ment require that all financial infor
mation be selected, classified, and
summarized in meaningful form; but,
the statement should not be con
strued as a replacement for either

the balance sheet or income state
ment.6 Resultantly, the funds state
ment has three broad categories:
funds provided, funds applied, and a
subset of funds provided which is
termed “funds provided by opera
tions.’’ Additionally, the statement
may take one of the two more com
mon forms, cash or working capital.
The form of the statement has a
direct bearing on the computation
and presentation of “funds provided
by operations.”
The working capital approach is
frequently criticized. The working
capital format restricts user informa
tion since the components of work
ing capital are only shown in net
amounts. The working capital format
does not provide for the disclosure
of how operations generated the
cash necessary for continued sol
vency and growth of the business
entity. The working capital concept
gives the impression that working
capital is a liquid resource. Ac
counts receivable and inventory are
necessary but cash represents the
most liquid discretionary resource
available to management. Thus, to
provide qualitative information to
management and third parties, the
cash form of the statement should be
used.
The second major criticism of the
funds statement involves the presen
tation of “funds provided by opera
tions.” The most common method of
calculating funds from operations is
to begin with net income and adjust
it for income statement items not re
quiring the use of funds. This could
be referred to as the indirect method.
Another acceptable approach is to
list the revenue and expense ac
counts, adjusted to the cash basis, to
arrive at funds from operations. This
approach could be termed the direct
method.
Although the statement purports
to present the sources and applica
tions of funds, the working capital
format does not disclose the most
significant of all funds — revenues. It
is equally seldom that the most com
mon applications are shown —
operating expenses. Furthermore
the indirect method generates much
confusion among statement users
with regard to what constitutes a
source of funds.
Therefore, it seems logical that the
direct method would be more useful

in conveying operating information.
Additionally, in the budgeting and
forecasting areas it would prove
more valuable to management to
have the information detailed by the
direct method at their fingertips.

Budgeting and Forecasting
Many people consider budgeting
and forecasting to be synonymous.
However, there needs to be some
delineation between the two. A
forecast is a prediction of financial
position based on the occurrence of
particular events. A budget is a plan
of operation employed by manage
ment. Thus, a forecast is usually as
sociated with obtaining financing,
via either debt of equity. The budget,
on the other hand, becomes a work
ing plan that is utilized internally.

Budgeting —
Most corporations have adopted
budgeting to assist in internal plan
ning and control, with each com
pany having developed their own
procedures for making projections.
Many business entities use budge
tary tools for the control of seg
ments, divisions, subsidiaries,
geographic areas, functional depart
ments, or profit centers.
The funds statement, with proper
design, can provide a ready-made
budgeting format. The cash form of
the statement utilizing the direct
method of calculating “funds pro
vided by operations” and combined
with all financial resources concept
of preparing the statement, can pro
vide the manager with much needed
budget information. The all financial
resources concept disclosed signifi
cant non-fund investing and financ
ing activities in offsetting amounts
under both the sources and applica
tions headings of the statement. Fi
nancing and investing activities in
clude the purchase or sale of bonds
or equity issues, purchase or sale of
fixed assets, exchange of long-term
debt for preferred or common stock,
acquisition of property through the
issuance of bonds or equity issues,
and other transactions not flowing
entirely through the fund account.
The basic format of the funds
statement suggests a summary of
detailed information about the firm.
Although the statement in its com
mon form presents historical infor
mation, the information can be
modified to reflect an operating plan
of the entity as a whole. The transac

tions presented are inherently re
lated to the future of the firm as well
as the past. Thus, the information
provided by the funds statement for
mat can be detailed to summarize,
say, plant asset acquisitions; i.e.,
whether the acquisitions allow for
sustaining capacity, expansion of
capacity, or the addition of new
lines. The format of the statement
allows for the detailing of expend
itures by function, such as the out
lay of funds to increase inventories.
Likewise, a detailed analysis of the
sources of funds can be provided.

Forecasting —
The use of the funds statement in
the area of forecasting may prove
valuable to management should
their mission be that of obtaining
financing. A complete package of
relevant financial information con
cerning a business enterprise
should include financial information
concerning the past, the present,
and the future. Many critics of finan
cial statements believe that data per
taining to the future of the entity may
be the most relevant and desired in
formation of all.
Publicly traded companies fre
quently choose to publish forecasts
to improve their competitive position
with sources of capital. After all, the
purpose of a forecast is to communi
cate management’s best estimate of
future operating results. The
forecast provides the investor with
some insight into specific factors
that may cause actual operations to
depart significantly from the
forecast.
The funds statement can be used
as the logical starting point for
financial forecasting. The statement
summarizes operational activity as
the net inflow of resources from
operations. Investing activity is the
allocation of available resources to
productive activity. A firm’s alloca
tion of available resources to the im
provement of current operations and
expansion into new activities is an
indication of management’s future
expectations. The disclosure of pro
posed debt financing may be critical
to a given user’s decision.
The use of the funds statement as
a forecasting vehicle can provide
management with some very positive
benefits. The information provided to
creditors and investors via forecasts
works to the benefit of management.

The funds statement, with
proper design, can provide a
ready-made budgeting format.

Management can then utilize the
funds obtained to meet the operating
plans of the entity. The operating
plan, or budget, can also be pre
pared using the funds statement for
mat, and can be based upon the
historical evidence of past funds
statements.

Feedback Control
The art of management includes
planning, coordinating, and control
ling activities. The use of the funds
statement for budgeting and
forecasting purposes encompasses
the planning and coordinating ac
tivities of management. The funds
statement can also be used to pro
vide management with operational
feedback that can be used in con
trolling operating, financing, and
investing activities.
The funds statement prepared at
the end of an operating period can
be compared to the forecasted funds
statement. In larger industries this
comparison could be made on a
monthly or quarterly basis.
Differences between the forecasted
statement and the actual statement
could be analyzed on a “manage
ment by exception” basis. Thus,
management could utilize the funds
statement as a form of feedback
control.
The analysis of actual results
could be expanded by devising
meaningful ratios that could be ap
plied to the historical funds state
ments (Exhibit I). Using the direct
method of calculating “funds pro
vided by operations” could lead to a
ratio of cash collections/total sales
or collections on accounts receivable/credit sales. Such ratios, when
used on a historical trend basis
could divulge potential cash flow
problems. Similar ratios could be
devised for operating expenditures.
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EXHIBIT I

Examples of Ratios

Management can find
operational feedback in the
funds statement.

Cash generated by operations _ $ 7,750 _
Sales
28,000

Cash collections
Sales

$23,000
$28,000

Collections on Accounts Receivable _ $18,000
Credit Sales
$23,000

Ratios could also be used to
analyze the funds provided and
funds applied categories. A ratio
such as cash provided by operations/total funds provided or cash
generated by operations/sales could
reveal potential cash flow problems
or problems in the area of cash
generated by operations. Similarly, a
ratio such as proceeds from debt
financing/total funds provided could
be used to predict potential cash
flow hardships and trend increases
or decreased in debt. Should the rel
ative amount of proceeds from debt
financing be continually increasing
over a period of years, there may be
future problems in repaying this
debt.
Ratio analysis could also be used
to analyze funds applied by the en
tity. A ratio that would determine
funds applied to acquire plant
assets/total funds applied could in
dicate the percentage of funds ob
tained which were applied to the ac
quisition of fixed assets. Other
ratios, depending upon the needs of
management, could also be devised
to provide feedback to management
regarding funds applied.

Conclusion
The funds statement, utilizing its
content and some modification of its
flexible format, could be used effec
tively as a management tool. The
funds statement lends itself readily
to preparing forecasted information
that can be used by investors and
creditors and for the benefit of the
entity and management. The state
14/The Woman CPA, January, 1982

Cash generated by operations
Total cash provided

_ $ 7,750
$26,500

Proceeds from long-term —
debt
--------------------------------_
Total cash provided

$10,000 _ 33
$26,500

Proceeds from total debt
$14,000
--------------------------------- = ------------ = 52.83%
Total cash provided
$26,500

Purchase of equipment
$10,000
—
— 38.46%
Total cash applied
$26,500
Retirement of debt
$ 7,500
------------------------- = ---------- = 28.30%
Total cash applied
$26,500

ment is also capable of being used
in the budgeting process since it dis
plays a wide variety of financial in
formation. The funds statement can
also prove to be valuable in the
“management by exception’’ area.
Each business organization could
develop suitable ratios for use on the
funds statement which would enable
management to obtain informational
trends, thus increasing its predic
tive capability.Ω
NOTES
1 Accounting Principles Board Opinion No.
19, “Reporting Changes in Financial Posi
tion,” AICPA, New York, 1971, paragraph 7.
2lbid.; paragraph 4.
3lbid.; paragraph 5.
4lbid.; paragraph 7.
5lbid.; paragraph 9.
6lbid.; paragraph 5.
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